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Accounting for Business Combinations
Under the New California
Corporations Code
By MIGUEL DE CAPRILES*
JOHN M. BROWN**
The subject of accounting for business combinations touches
upon two innovative features of the new California Corporations
Code:' (1) section 114, which gives unprecedented weight in this
state to the authoritative opinions of the accounting profession under
the rubric "generally accepted accounting principles"' and (2) the
special treatment of "reorganizations," - business combinations ef-
fected principally by the use of shares regardless of traditional format
- with respect to the requirements for shareholder approval and the
availability of appraisal rights for dissenters.
3
The basic approach of the new statute is "to address substantive
questions and to establish . . . a statutory framework which deals
with the substantive issues, and does not make the legal answer depend
upon the form selected for the transaction rather than its end result."
4
* B.S., 1927, A.M., 1931, J.D., 1935, New York University. Member of the New
York Bar. Professor of Law, Emeritus, New York University; Professor of Law, Uni-
versity of California, Hastings College of the Law.
00 C.P.A., 1976, California; B.B.A., 1974, University of Hawaii. Member, Second
Year Class, University of California, Hastings College of the Law.
1. The new Code, effective January 1, 1977, is described as a modernization of
the principles of corporation law designed to facilitate the conduct of business in a
modem economy. REPORT OF THE ASSEMBLY SELECT COMMIT-TEE ON THE REVISION
OF THE CORPORATIONS CODE 1-2 (1975).
2. Prior law had referred to "generally accepted accounting principles" in a few
specific sections. See former CAL. CORP. CODE §§ 3905, 4117 (West Supp. 1977)
(repealed 1977). The new Code makes generally accepted accounting principles ap-
plicable to all accounting items and financial statements, except as otherwise required
by a particular section of the Code. See CAL. CORP. CODE § 114 (West 1977).
3. See generally CAL. CORP. CODE §§ 1200-01, 1300-12 (West 1977). "Reor-
ganizations" are defined in CAL. CORP. CODE § 181 (West 1977).
4. 1 H. MARSH, CALIFORNIA CORPORATION LAW AND PRACTICE § 1.10 at 36
(1977) [hereinafter cited as MARSH1].
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This approach, so clearly evident in the treatment of "reorganizations,"
is similar to that of the accountants: the same "generally accepted
accounting principles" are broadly applicable to such business com-
binations, whether effected by merger or consolidation or by the acqui-
sition of assets or stock in exchange for shares.- Both the new Cali-
fornia Code and the accounting rules for business combinations seem
to trace their ideological ancestry to the provisions for tax-free re-
organizations under the federal tax lawsY
The approach of the new code differs from the accounting rules
in one important respect. A business combination effected through
the use of shares involves legal and accounting problems that are
similar, if not identical, to those that arise when shares are issued for
individual items of property. The new California statute makes no
specific distinction between the two situations, but the accountants
expressly provide that the general rules applicable to the issue of
shares in exchange for property are not controlling in the case of busi-
ness combinations. 7  For a business combination that qualifies for
accounting treatment as a "purchase," the rules are substantially the
same as those applicable to other acquisitions in exchange for shares;
that is, the transaction is recorded on the books of the surviving or
parent company on the basis of the cash equivalent of the shares given
in exchange or the fair value of the property received in exchange,
whichever is more clearly evident.8 On the other hand, in the case of
a business combination that qualifies for accounting treatment as a
"'pooling of interests," the consideration for the shares issued by the
surviving or parent company is deemed to be the then book value of
the assets or stock received in exchange, as shown on the books of the
combined company, without regard to the fair value of the property
5. Accounting Principles Board Opinion No. 16, 2 APB ACCT. PAIN. (CCH)
if 5 at 6637 (1970) [hereinafter cited as APB 16].
6. See I.R.C. §§ 354, 361, 368. An underlying assumption of a tax-free exchange
is that there is a continuation of the old investment still unliquidated; in the case
of reorganizations, the new enterprise (the new corporate structure) and the new prop-
erty are substantially continuations of the old still unliquidated. B. BITTKER & J.
EUSTIcE, FEDERAL TAXATION OF CORPORATIONS AND SHARIEHOLDERS , 14.01 (3d ed.
1971). Use of the term "reorganization" in the corporate law to describe a business
combination is somewhat confusing in light of the long-time preemption of the term
in the bankruptcy laws. California law on the latter is defined in CAL. CORP. CODE
§§ 1400-03 (West 1977).
7. Accounting Principles Board Opinion No. 29, 2 APB ACCT. PRIN. (CCH)
4 at 6801 (1973).
8. APB 16, supra note 5, ff 67.
[Vol. 29
May 1978] ACCOUNTING FOR BUSINESS COMBINATIONS 853
received or the cash equivalent of the shares issued, if the latter have
a determinable market value.
The "purchase" and "pooling" methods of accounting also differ
in their treatment of the ownership equity, including the computa-
tion of the net earnings of the business combination.' 0 This subject
is not directly addressed in the new California Corporations Code but
is relevant in relation to sections 500, 503 and 507 of the statute.
The main thesis of this article is that, under the new code, it is
not permissible as a rule to account for the assets or stock, acquired
by the issue of shares in a business combination, in accordance with
the pooling of interests method, notwithstanding section 114.1" The
principal reason for this conclusion is the unequivocal language of
section 409(e), which in its totality now reads:
The board shall state by resolution its determination of the
fair value to the corporation in monetary terms of any considera-
tion other than money for which shares are issued.
As will be apparent from the discussion that follows, it would be
only by sheer accident that, under the pooling of interests method, the
valuation of the consideration (assets or stock) received for its shares
by the surviving or parent company in a business combination would
coincide - even in a rough sort of way - with its fair value to the
corporation in monetary terms, as section 409(e) requires.'
2
It is also the view of the authors of this Article that the non-
availability of the pooling of interests method of accounting for busi-
ness combinations (except perhaps in the rarest of instances) should
not be considered as a flaw in the present California Corporations
Code. The history of past abuses and the continuing dissatisfaction
of a major segment of the accounting profession with the pooling
method, as well as the probable imminence of new authoritative pro-
9. Id. ff 51.
10. Id. ri 12-13.
11. Section 114 reads in part: "[A]ll references to assets, liabilities, earnings,
retained earnings and similar accounting items of a corporation mean such . . . items
... determined in accordance with generally accepted accounting principles then ap-
plicable . . . subject to any specific accounting treatment required by a particular sec-
tion of this division."
12. This article does not challenge the legal availability, under present California
law, of the pooling of interests method in accounting for the ownership equity in a
business combination. See text accompanying note 24 infra. The policy issues are
of a different order. See text accompanying notes 99-103 infra.
nouncements on this topic, all indicate that it would be a mistake of
policy to seek amendment of tht, ztatute at this time.
The authors of this Article are aware that its main thesis is hereti-
cal in that it runs counter to the doctrinal opinions of outstanding
California commentators on the new law. 13  Further, the authors'
views on policy may be regarded as presumptuous.14 Nevertheless,
the thrust of the main thesis was suggested fifteen years ago by an
eminent professor of accounting, Arthur R. Wyatt, 15 in reference to
the Illinois statute, which was then similar to California's current sec-
tion 409 (e), and the same basic conclusion was reached a few years
later by a most prestigious lawyer, William A. Hackney,"' with respect
to the parallel provisions of the New Jersey statute. The merits of
the authors' views on policy, that is, against amendment at this time,
lie in the realm of individual opinion and thus are perhaps more
controversial. I7  There is, however, ample justification for the reasons
given in support of these views, at least by implication, in some of
the current literature.18
13. See, e.g., 1A BALLANTINE & STERLING, CALIFORNIA CORPORATION LAWS §
253.06 (Supp. 1977) [hereinafter cited as BALLANTINE II]; Barton, Business Combina-
tions and the New General Corporation Law, 9 Loy. L.A. L. REV. 738, 816-18 (1976).
Both commentators assume without further analysis that APB 16 is automatically ap-
plicable without exception to business combinations in California.
14. The senior writer is a New York lawyer only recently relocated in California.
The junior writer is still in law school.
15. A. WYATT, A CRITICAL STUDY OF ACCOUNTING FOR BUSINESS COMBINATIONS
65 (1963) (AICPA ACCOUNTING RESEARCH STUDY No. 5) [hereinafter cited as WYATT].
Professor Wyatt at the time was focusing primarily on the carry-forward of retained
earnings, but the argument is even stronger with respect to the valuation of the assets
of the surviving or parent company.
16. Hackney, Accounting for Mergers and Acquisitions Under the New Jersey
Business Corporation Act, 23 RUTGERS L. REV. 689, 695 (1969) [hereinafter cited as
Hackney]. Hackney reached the same conclusion with respect to the Delaware law.
Id. at 696.
17. This view runs contrary to the off-the-cuff reaction of the distinguished drafts-
man of the new statute, Harold Marsh, Jr. When informed by telephone of the main
thesis of this Article he was of the opinion that, if it stood up under analysis, the
statute should be amended forthwith. Late in January 1978, at about the same time
that the manuscript of this Article was being submitted to the Hastings Law Journal.
the Committee on Corporations of the State Bar Association, under Mr. Marsh's lead-
ership, recommended repeal of § 409(e).
18. See, e.g., Note, Accounting for Business Combinations: A Critique of APB
Opinion Number 16, 23 STAN. L. REV. 330 (1971) [hereinafter cited as Critique of
APB 16].
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Accounting Aspects of Business Combinations
In General
Accountants define business combinations as the bringing to-
gether of two or more business organizations into one accounting
entity which carries on the activities of the previously separate, in-
dependent enterprises. 19 As previously noted, the legal form is not
controlling: The pronouncements of accounting authority are appli-
cable "equally to business combinations in which one or more com-
panies become subsidiary corporations, one company transfers its net
assets to another, and each company transfers its nets assets to a
newly formed corporation."20
The two methods of accounting for business combinations -
"purchase" and "pooling of interests" - cannot be used interchange-
ably for the same combination.21 Under current rules, pooling is
officially compulsory for a limited number of business combinations,
effected almost exclusively by the issue of the common shares of one
corporation for the assets or stock of one or more other corporations,
provided that the transaction meets in addition a number of more or
less arbitrary requirements. 22 In these cases, it is assumed that the
previously independent enterprises continue to exist in the combina-
tion and, for reasons that have been variously stated at different times
in the past, "[a] new basis of accounting is not permitted."23 The
assets and liabilities of the constituent companies are aggregated on
the books of the resulting company, or - if the economic combination
retains the separate legal entity of a subsidiary - in the consolidated
statements of the parent company. In addition, the aggregate stock-
holders' equity in the combined companies, including the amount of
retained earnings of each, is carried forward into the books or con-
solidated statements of the surviving or parent company, with due
allowance for any subsisting minority interests. Finally, the operat-
ing results of the constituent companies at the time of the combina-
tion are computed as if the combination had taken place on the first
day of the reporting period. 24
19. APB 16, supra note 5, F 1.
20. Id. ff 5.
21. Id. gT 8.
22. Id. hIT 45-48. For further discussion of the pooling requirements, see note 69
& accompanying text infra.
23. APB 16, supra note 5, IT 8.
24. Id. ITIT 51-65.
The more traditional purchase method, compulsory in all cases
that do not qualify for pooling, is materially different in principle and
in result. The combination is viewed as an "acquisition" of one or
more companies by the surviving or parent company.2 5 Accordingly,
the transaction is treated as the purchase of a going concern and is
accounted for in the same way as the purchase of any single asset,
that is, at cost. The "cost" to the surviving or parent company, taking
into account any liabilities assumed, is first determined for the acqui-
sition as a whole, by reference to either the fair value of the shares
and other consideration given or the fair value of the property ac-
quired, whichever is more clearly evident.2 6  This overall cost is then
allocated to the identifiable individual assets acquired on the basis of
their fair value at the time of the acquisition, with any unallocated
balance being recorded as "goodwill."
27
In the purchase method of accounting for business combinations,
the stockholders' equity in the acquired enterprises (and its compo-
sition as to stated capital, paid-in surplus, and retained earnings) at
the time of the combination is not reflected on the books or the con-
solidated statements of the surviving or parent company, except as a
necessary adjustment for any remaining minority interests in a sub-
sidiary. The equity accounts of the surviving or parent company are
changed at the time of the combination only to the extent required
by the issue of new shares; retained earnings are unaffected. This
accounting treatment follows logically from the premise that the com-
bination establishes a new accounting basis for the assets acquired.
Inasmuch as these assets are recorded at their "cost" to the surviving
or parent company, the transaction is neutral from the viewpoint of
the latter's income account. The earnings of the combination, at-
tributable to the assets or stock acquired, are reflected on the books
or statements of the surviving or parent company only after the effec-
tive date of the combination.28  In summary, "[s]ignificant differences
25. Id. Ijf 11, 66.
26. Id. 67.
27. Id. 68. It may of course happen that the "cost" of acquisition is less than
the book value of the assets acquired. In such an event, the conventional equivalence
of cost and asset values is maintained by a reduction of the amounts assigned to spe-
cific assets and, if necessary, by recognition of "negative" goodwill. Id. 1 91-92.
This situation, however, is not likely to appear in cases which impel management to
avoid accounting for a business combination by the purchase method and, for that
reason, will not be further considered here.
28. Id. 1111 11, 94.
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between the purchase and pooling of interests methods accepted today
are in the amounts ascribed to assets and liabilities at the time of
combination and income reported for the combined enterprise." 29
These differences between purchase and pooling are particularly
apparent when the book values of the assets or stock acquired are
considerably below their fair values - as is likely when the combina-
tion is effected in an inflationary period - and enterprises with sub-
stantial undistributed profits are involved. Under these conditions
the purchase method, as compared with pooling, produces larger
totals for the combined assets and for the ownership equity of the
surviving or parent company; but, within the larger ownership equity,
the retained earnings component will be smaller. Inasmuch as the
larger amounts ascribed to assets are in the nature of deferred costs,
which must be depreciated or amortized against future earnings, the
purchase method tends to have an adverse effect upon future income
statements. Furthermore, if the combination is effected as a tax-free
reorganization, the increased charges for depreciation and amortiza-
tion (including goodwill) are not deductible expenses, so that there
is no partly compensating tax advantage.30 Finally, on the equity
side, the smaller amount of retained earnings may have an adverse
effect on the surviving or parent company's legal ability to pay
dividends or make other distributions to stockholders.
For these reasons, the pooling of interests method has had a
special attraction for corporate management. 31 For a period of time,
accountants apparently yielded to their clients' wishes, so that in
29. Id. ff 10.
30. See WYATT, supra note 15, at 64; see note 37 infra.
31. "Availability of the pooling of interests treatment of a combination is of spe-
cial importance if the assignable fair market value of assets at the time of the transac-
tion in relation to the value of the consideration is such that substantial goodwill would
be created or if carry-forward of existing but combined shareholder equity or other
accounts is important to financial ratios, ability to pay dividends or other matters."
1 BALLANTE nF II, supra note 13, § 253.06. "The pooling of interests method of ac-
counting has been a favored and sought after treatment. This method of accounting
avoids the creation of goodwill and its consequent amortization, and it permits an ac-
quiring corporation to include in its operating results for the fiscal period in which
the acquisition is made the operating results of the acquired corporation for the same
period. Additionally, pooling rather than purchase accounting avoids recording the
acquired assets at the acquiring corporation's cost which would require higher conse-
quent charges for amortization and depreciation to future income than if the historical
cost to the acquired corporation were employed." Burton, Business Combinations and
the New General Corporation Law, 9 Loy. L.A. L. REv. 738, 711 (1976).
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practice almost any combination effected in whole or in part by the
issue of shares was potentially acceptable for pooling treatment. 2  A
review of accounting literature, however, indicates that indiscriminate
use of this method during the conglomerate acquisition spree of the
1950's and 1960's led to certain abuses which in turn gave rise to
serious demands for the abolition and eventual restriction of the pool-
ing method as an acceptable accounting procedure. The summary
which follows may be described as "the rise and fall of pooling."
Development of Pooling
Accountants agree that, prior to World War II, accounting for
business combinations generally followed traditional accounting prin-
ciples for asset acquisitions or share issuances.3 3  This method of
accounting for business combinations remains applicable today to
combinations which qualify for purchase treatment.
34
The pooling of interests concept of accounting for business com-
binations first became prominent during the merger period of the
mid-1940's35 in connection with the increasing use of common stock
as a vehicle for effecting such combinations. 36 Several factors led
to this development; most involved dissatisfaction on the part of cor-
porate management with the traditional or purchase method.
One factor was the tax-free reorganization provisions of the
Internal Revenue Code.37  As Professor Wyatt observed:
[I]t is fairly evident that the accounting for business com-
binations has been significantly influenced by the tax law. Since
the properties acquired in exchange for stock will have the same
32. See generally 13A B. Fox & E. Fox, BUSINESS ORGANIZATIONS - CORPORATE
ACQUISITIONS & MERGERS § 31.01 (1977); Hackney, supra note 16, at 711.
33. APB 16, supra note 5, If 9. For a description of traditional accounting prin-
ciples with respect to asset acquisitions or share issuances, see text accompanying notcs
25-27 supra.
34. See text accompanying notes 25-27 supra.
35. See WYATT, supra note 15, at 4-10.
36. "Stock . . . through the vagaries of the tax law relating to tax-free reorganiza-
tions, and the accounting principles applicable to a pooling, is a medium of exchange
worth a great deal more to both buyer and seller than its equivalent cash value."
Hackney, supra note 16, at 712.
37. See I.R.C. §§ 354, 361, 368. Generally, the law provides that the parties
to a tax-free reorganization take as the basis in the property received in the exchange
the basis in the porperty given up, thus affording nonrecognition of gain or loss on
the transaction, assuming no boot is involved. Id. §§ 358, 362(b).
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basis for tax purposes in the hands of the acquiring company as
they had for the previous owner, the use of the pooling treatment
for tax purposes was encouraged. 3
To put it another way, use of the traditional or purchase meth-
od tended to create yet another instance of troublesome differences
between tax accounting and financial accounting, which could be
eliminated by the use of the pooling method. 9
The problem was aggravated by the factor of goodwill. Corpo-
rate management generally sought to avoid the recording of goodwill
and its subsequent amortization. 40  Even when goodwill amortization
was not required, management usually was reluctant to carry large
amounts of goodwill on the balance sheet.4 1  Moreover, amortization
of goodwill, which reduced reported earnings, could not be deducted
for income tax purposes.42  Since pooling avoided the goodwill prob-
lem, the method tended to be preferred in accounting for business
combinations.4
3
Further, it was argued that the traditional method, based on the
concept that one corporation had "acquired" another, was not suitable
for a combination of companies of approximately equal size. As a
prominent accountant put it, "No one could really say who took over
whom." 44  The problem was aggravated because, when shares are
issued in the combination, it is entirely possible for the smaller cor-
poration legally to "acquire" the larger, through the simple device of
38. WYATT, supra note 15, at 41. Professor Wyatt further states: "This treat-
ment for tax pu'rposes would not block the treatment as a purchase on the books, but
if the purchase treatment were in fact used for business purposes any excess would
have no tax basis. In subsequent years, amortization of this excess for accounting
purposes would result in a charge to income, without a related deduction for tax pur-
poses. The increased use of the pooling treatment for combinations effected through
the use of stock was no doubt encouraged in large measure by the consistency which
such treatment accomplished between the book and the tax basis of the properties." Id.
39. Id.; see note 124 infra.
40. See note 26 & accompanying text supra.
41. WYATT, supra note 15, at 64. Since 1970, generally accepted accounting prin-
ciples have required that goodwill be capitalized and amortized over its useful life
or 40 years, whichever is less. Accounting Principles Board Opinion No. 17, 2 APB
AccT. PRIN. (CCH) ir 9 at 6661 (1971).
42. See Treas. Reg. § 1.167(a)-3, T.D. 6182 (1956), amended T.D. 6452 (1960),
republished T.D. 6500 (1960).
43. WYATT, supra note 15, at 64.
44. Seidman, Pooling Must Go, Barron's, July 1, 1968, at 12, col. 3.
amending its articles to provide the required number of additional
shares.
4 5
Another factor was the difficulty of measuring accurately, under
the traditional method, "the cost of an acquired company if neither
the fair value of the consideration given, nor the fair value of the
property acquired, [was] clearly evident." '" Even if the shares issued
in the combination had an established market, it was difficult to de-
termine how far the market price would be unfavorably affected by
the additional issue of a large number of shares. The simple solution
of multiplying the number of shares issued by the market price of a
share at the time of the combination would result in overstating the
monetary equivalent of the transaction and aggravating the goodwill
problem.4- The alternative method of valuation, determining the fair
value of the property acquired, might require expensive appraisals.
Of course, any combination (regardless of the accounting method
used) requires an appraisal of going-concern values, if only for bar-
gaining purposes; but purchase accounting would in addition require




Pooling offered an attractive way out of these difficulties.
Finally, there was some dissatisfaction with the traditional or
purchase method of accounting for the ownership equity in a com-
bination. The elimination of the retained earnings of the acquired
companies from the books or statements of the surviving or acquiring
company in effect destroyed significant amounts which tip to the date
of the combination had been available for dividends. 4'" Although
there is a fair question whether this concern was a serious matter in
view of the alternative sources of dividends available tinder modern
statutes, it is understandable that management might prefer to show
the accumulated earnings of acquired companies as part of the re-
tained earnings of the surviving or parent company. Accordingly,
the elimination of the retained surplus of acquired companies in pur-
45. Cf. Farris v. Glen Alden Corp., 393 Pa. 427, 143 A.2d 25 (1958) (the de-
facto merger case). In Farris the court said: "[D]espite the designation of the par-
ties and the form [of the transaction] employed, Glen Alden does not in fact acquire
List, rather List acquires Glen Alden ...... Id. at 438, 143 A.2d at 31.
46. APB 16, supra note 5, j 22.
47. See T. FIFLIS & H. KRIPKE, ACCOUNTINC FOR BUSINESS LAWYERS 560-63 (1st
ed. 1971). The possibility of discounting the values of the shares issued to some de-
fensible cash equivalent does not seem to have been seriously considered.
48. Id.
49. WYATT, supra note 15, at 65.
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chase accounting may have been another factor for regarding pooling
with favor.
Official Pronouncements
In 1950, the American Institute of Accountants, speaking for the
profession, officially recognized pooling as an acceptable method of
accounting for business combinations in its Accounting Research
Bulletin (ARB) No. 40.50 This bulletin, which established continuity
of stock ownership, continuity of management, and relatively similar
size of the combining companies as the principal tests for determining
when pooling was appropriate, was retained in substantially unchanged
form in the general restatement of accounting research bulletins in
ARB No. 43, Chapter 7c, issued in 1953.51 Then, in 1957, reflecting
the changes in accounting practice that had developed since 1950,
ARB No. 4852 redefined the principal tests by which a combination
could qualify for pooling treatment, as previously outlined in ARB
No. 43, and clarified the pooling method in a number of important
details.53
After the name of the official accounting authority was changed
to the American Institute of Certified Public Accountants (AICPA),
its Accounting Principles Board (APB) promulgated its Opinion No.
6, 54 reinforcing the positions taken in 1957 even though the criteria
limiting the use of pooling were often disregarded in practice. The
high-water mark of official approval for pooling came in 1966, when
50. ComrrTEE oN AccOuNTING PROCEDURE, AIA, BusNEss COMBINATIONS (1950)
(Accounting Research Bulletin No. 40).
51. AcCOUNTING PRINCIPLES BOARD, AICPA, ACCOUNTING RESEARCH AND TERMI-
NOLOCY BULLETINS 55-57 (1961) (Accounting Research Bulletins).
52. COMMITTEE ON ACCOUNTING PROCEDURE, AIA BusINEss COMBINATIONS (1957)
(Accounting Research Bulletin No. 48).
53. Id. In addition to endorsing the criteria expressed in ARB No. 40, ARB No.
48: (1) prescribed size restrictions, which essentially limited the use of pooling to
constituents of approximately equal size; (2) clarified the notion that pooling re-
quired the constituent companies to combine their respective amounts of retained earn-
ings; (3) clarified that, if otherwise proper, pooling is not inappropriate if, after the
combination, a parent-subsidiary relationship was created rather than just a single
entity; (4) clarified that operating results of the constituent companies for the entire
period in which the combination took place were to be pooled; and (5) adopted
the notion that operating restults of the prior periods should be restated so as to in-
clude the results of the pooled entities. Id.
54. Accounting Principles Board Opinion No. 6, 2 APB AccT. PoN. (CCH) 6527
(1965).
the APB in its Opinion No. 10, endorsed retroactive pooling by
authorizing the practice of
effecting business combinations that qualified as poolings of in-
terests after the end of a fiscal year, with the inclusion of the
pooled companies and their operating results as if the combina-
tion had been effected prior to the end of the fiscal year . . . [if]
the "post-year-end poolings" . . . [were] effected within a rea-
sonable period after the end of the year7"
Abuses
An obvious technical objection to the pooling method in an in-
flationary economy is the understatement of property values at the
time of the business combination, which tends to distort the account-
ability of the management of the surviving or parent company for
the new assets entrusted to their care.-, In addition, a fundamental
weakness of the pooling method is that it can be used as an instrument
for misleading the public about the financial position and earnings
of the surviving or parent company. By concealing the true cost of
assets or stock acquired by the latter, "secret reserves" known only
to the insiders may be created on the balance sheet,38 and - more
importantly - deceptively favorable earnings can be reported at the
time of acquisition by virtue of the inclusion of the earnings of the
acquired companies, and for some time thereafter by virtue of the
lower charges for depreciation and amortization of assets. The im-
pact on the stock market, particularly in the case of conglomerates,
can be dramatic.5 9 One of the most extreme examples is that of Gulf
& Western Industries, which grew into a conglomerate giant by making
55. Accounting Principles Board Opinion No. 10, 2 APB ACCT. PRIN. (CCH)
6573 (1966).
56. Wyatt, Mergers, Acquisitions, and Poolings of Interests, in HANDBOOK OF MOD-
ERN AcCOUNTING 31-1, 31-7 (S. Davidson ed. 1970).
57. "[Tlhe development of accounting principles ... indicates that . . . the fun-
damental principle involved is . . . accountability for money values of assets originally
entrusted to management or committed to the enterprise." Hackney, Accounting Prin-
ciples in Corporation Law, 30 LAW & CONTEPIP. POu. 791, 811 (1965) (emphasis in
original).
58. It may be appropriate to recall the conviction of Lord Kylsant in Great Britain
in the early 1930's for fraud involving undervaluation of assets. See R. AmORY, MA-
TERIALS ON AcCOUNTING 447-48 (1949). Although the precise manipulation of secret
reserves in that case may not be a serious threat today under current accounting and
auditing practices, the old-fashioned term "secret reserves" fairly describes the situa-
tion that makes possible "instant earnings," as discussed below.
59. The following simple example will demonstrate the point:
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eighty acquisitions in eleven years and whose earnings per share during
1964-1969
appeared to increase an average of more than 50 percent an-
nually, its sale more than 60 percent a year and its stock more
than six times. It made extensive use of pooling of interest ac-
counting and of leverage. ... But in the nine months ending
April 30, 1969, Gulf & Western operating earnings were down
nearly 19 percent while on a fully diluted per-share basis, the
decline was 25 percent. From a 1968 high of 66, the stock
plunged more than 40 points to a 1969 low of about 25, costing
the stockholders well over $500 million. 0
Other abuses included the creation of "instant earnings" when a
business combination was accounted for by the pooling method, so
that appreciated assets were recorded at their book value, and im-
mediately thereafter those assets were sold for their fair value at a
profit.'" This technique was especially effective if the acquired com-
pany had a portfolio of appreciated securities. The surviving or
parent company could dispose of the appreciated securities at any
time that "earnings" were needed. 2  Another abuse was possible in
post-year-end acquisitions, where the operating results of the acquired
Acquiring Co. Acquired Co.
Reported Earnings 20,000,000 4,000,000
Shares Outstanding 10,000,000 500,000
Earnings per share $ 2.00 $ 8.00
Market Price Ave. $ 80.00 $ 80.00
Earnings Multiple 40 10
The Combined results would be as follows:
Earnings 24,000,000
Shares Outstanding 10,500,000
Earnings per share $ 2.29
Market Price (2.29 X 40) $ 91.43
(The above example assumes no significant changes in operations of the constituents
after combination and a share for share exchange).
60. Cohen, Some Economic Aspects of Conglomerate Mergers, P. L. I. SYmPosiU
(1969), quoted in V. BRUDNE.Y & MI. CHIRELSTEIN, CASES AND MATERIALS ON CORPO-
RATE FINANCE 494-96 (1972).
61. See T. FIFLIS & H. Knipim, ACCOUNTING FOR BUSINESS LAWYEnS 613 (2d ed.
1977); Briloff, Dirty Pooling, 42 AcCT. REV. 489 (1967).
62. T. FIFLIS & H. KRiPKE, ACCOUNTING FOR BUSINESS LAWYERS 613 (2d ed. 1977).
By discounting investments extravagantly at the time of acquisition, the same result
has been obtained under a nominal compliance with the purchase method. See Pro-
fessor Briloff's testimony before the Subcommittee on Antitrust and Monopoly of the
Senate Committee on the Judiciary, 91st Cong., 2d Sess. (1970), quoted in V. BRUDNEY
& M. CHIRELSTEIN, CASES AND MIATERIALS ON CORPORATE FINANCE 517-18 (1972).
company for the prior year were pooled with those of0 the acquiring
company in order to improve, retroactively, the latter's financial
statements.
6 3
The situation was aggravated by the profession's disregard of
the guidelines limiting the use of pooling. As Mr. Hackney stated
in 1969:
Pooling accounting was originally conceived as appropriate
in a situation where neither company was "acquiring" the other
but where the two were "marrying" and there was a pervasive
continuity of management, business and shareholders. Because
of pressures favoring pooling as against purchase accounting,
however, the criteria distinguishing a pooling from a purchase
have evaporated to the point where, today, virtually any acquisi-
tion in exchange for equity securities may be accounted for as a
pooling.64
Corrective Measures
Faced with criticism of these abuses, the Accounting Principles
Board commissioned studies of pooling65 and the related problem of
goodwill.6 In addition, it
held public hearings and received hundreds of communications
expressing the opinion of important accounting organizations,
stock exchanges, the SEC and many accountants, lawyers, finan-
cial analysts and others. The Board at one point announced that
it was going to abolish pooling. Then it announced that it was
going to limit pooling severely and published an "Exposure Draft"
of an opinion which would have limited pooling to cases where
the disproportion in size was no greater than 3 to 1. It also
63. See A. BRILOFF, UNACCOUNTABLE ACCOUNTING 59-87 (1972).
64. Hackney, supra note 16, at 711.
65. WYATT, supra note 15. Professor Wyatt recommended replacement of the
prevailing method of pooling by what he called "fair value" pooling, requiring, in the
case where the facts of the transaction indicate clearly that the resultant entity is, in
effect, a new enterprise, that assets of all the constituent companies be restated at their
fair value as of the date of the combination. Id. at 15. In effect pooling was viewed
as if "there ha[d] been no purchase or sale of assets, but merely a fusion, merging, or
pooling of two formerly separate economic entities into one new economic entity." Id.
This approach seems to offer theoretical coherence to the pooling concept, although
with results that may not be pleasurable to management. A possible basis for distin-
guishing these combinations from "acquisitions" might be the number of shares issued,
in relation to the past capitalization, and continuity of control. See, e.g., CAL. CORP.
CODE § 1201(b) (West 1977) in connection with shareholder voting.
66. C. CATLETT & N. OLSEN, ACCOUNTINC FOR GOODWILL (1968) (AICPA Ac-
COUNTING RESEARCH STUDY No. 10).
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subjected *pooling to severe limitations (again presumably en-
deavoring to distinguish the different natures of pooling and pur-
chase) . . . . The pressures of protest still continued, and the
Board then announced that it would relax the size test so as to
perfit a 9 to 1 discrepancy; and after further agitation it adopted
Opinion No. 16 after eliminating the size test altogether.
6
APB Opinion No. 16, promulgated in 1970, superseded all pre-
vious pronouncements regarding accounting for business combina-
tions.08 This opinion severely limited the use of pooling by imposing
twelve conditions which must be satisfied. If the transaction quali-
fies, the pooling method of accounting is officially compulsory. The
opinion is said to be applicable to business combinations initiated
after October 31, 1970, except that there was a grandfather clause for
a five-year transitional period.69  Whether by reason of the restric-
tions imposed by this opinion or because of changes in economic
conditions, it is clear that the proportion of combinations thereafter
accounted for under the pooling method was reduced significantly. 70
Nevertheless, as more fully set forth below, the controversy about the
propriety of pooling continues, and the Financial Accounting Stand-
ards Board, which has succeeded the Accounting Principles Board as
67. T. FIFLIs & H. Kmiupx, AcCOUNTING FOR BusiNzss LAWYERS 553-54 (1st ed.
1971).
68. APB 16, supra note 5, f[ 7.
69. For a cogent presentation of the "pooling requirements" of APB 16 see Critique
of APB 16, supra note 18, at 331 n.7. In summary, the requirements to qualify a busi-
ness combination as a pooling were developed to ensure: (1) autonomy and inde-
pendence of the constituents for at least two years prior to the combination; (2) is-
suance of only common shares to common shareholders of the constituents; (3) receipt
by the shareholders of the acquired corporation of voting interests proportionate to for-
mer holdings; and (4) completion of the transaction in a single or planned way within
one year. See BALLANTiNE II, supra note 13, § 253.06.
70. The following information was obtained from AMERICAN INsTrruTs OF CERTI-
FIED PUBLIC ACCOUNTANTS, ACCOUNTING TRENDS AND TECHNIQUES. The year and page
citations are as shown:
1975* 1974f 1973f 1972f 19711 1970 1969 1968 1967
Poolings 31 50 89 102 100 1391+ 1851+ 1841+ 14411
Purchases 75 143 163 160 133 155§ 195§ 190§ 116 #
§1972 at p. 39 *1976 at p. 43
111970 at p. 25 f1975 at p. 57
#1970 at p. 27 f+1972 at p. 36
Of the above reported poolings there is no information indicating which, if
any, of the poolings for the years 1971-75 were effectuated under the grandfather pro-
visions of APB 16. See APB 16, supra note 5, ff 99.
the authoritative voice of the profession, is currently reconsidering its
position on accounting for business combinations.7
Legal Aspects of Pooling
In General
Corporation statutes generally do not deal directly with the ac-
counting aspects of business combinations. The relevant legal issues
seem to be two: (1) whether the consideration received by a cor-
poration for the issue of its shares in a business combination complies
with the statutory requirements as to quantity and quality7 2 and
(2) whether the amount of "retained earnings" on the books or state-
ments of the surviving or parent corporation conforms to the statutory
meaning of the term (or its older counterpart, "earned surplus") when
such term is used in the rules governing the distribution of corporate
assets to shareholders by way of dividends or otherwise.
7 3
The purchase method poses few, if any, legal problems in ac-
counting for business combinations. "Recording property acquired at
the cost of acquisition (whether for cash, property, or shares) is the
normal procedure applicable to the purchase of a single item or a
complex of tangible and intangible items. Similarly, the corporation
law usually looks at retained earnings from the viewpoint of the
surviving corporate entity. The principal uncertainty arises in the
parent-subsidiary situation, on the issue whether, in the absence of
statutory authority, the post-acquisition earnings of the subsidiary
(which are reflected on the statements of the parent) may properly
be included for dividend purposes in the parent's retained earnings
prior to their formal transfer by way of a dividend.
7 4
71. See FINANCIAL ACCOUNTING STANDARDS BOARD, FASB DISCUSSION IEMORAN-
DUM - AN ANALYSIS OF ISSUES RELATED TO ACCOUNTING FOR BUSINESS COMBINATIONS
AND PURCHASED INTANCIBLES ff11 28-30 (Aug. 19, 1976).
72. See, e.g., DEL. CODE tit. 8, § 153 (1975) (amount of consideration for par
value, no-par, and treasury shares); Id. § 152 (Supp. 1977) (consideration in cash.
labor done, personal property, real property, or leases thereof).
73. See, e.g., ABA-ALI MODEL Bus. CORP. ACT § 2(1) (definition of earned sur-
plus), § 45 (dividends), § 46 (distributions from capital surplus) (1974).
74. Cintas v. American Car & Foundry Co., 131 N.J. Eq. 419, 25 A.2d 418 (Ct.
Err. & App. 1942), aff'd per curiam, 132 N.J. Eq. 460, 28 A.2d 531 (Ch. 1942). For
a summary of the accounting affidavits filed in this case see 74 J. ACCOUNTANCY 380
(1942). CAL. CORP. CODE § 114 (West 1977) requires computation of retained earn-
ings on a consolidated basis.
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On the other hand, the pooling method of accounting may give
rise to legal problems in both the asset and equity aspects of business
combinations. Inasmuch as the pooling method is available only when
common stock is the principal means of effecting the combination,
there is at once a basic issue whether the use of historical book values,
which often are materially lower than fair values, will satisfy the
quantitative requirement of consideration. Similarly, the inclusion
of the retained earnings of constituent companies (prior to, as well
as subsequent to, the combination) may not, in the absence of specific
authority, conform to the statutory concept of "retained earnings" or
"earned surplus" when the term is used in the rules governing dividends
or other distributions by the surviving or parent company.75
Corporation statutes based on or influenced by the Model Busi-
ness Corporation Act usually require that the consideration for original-
issue shares be stated in dollars76 and, by implication, would seem
to place upon the directors the duty of determining in good faith the
monetary value of the consideration received for shares at the time
of issue. Such a requirement, on its face, would cast doubt on the
validity of an accounting procedure that measures the consideration
for the issue of shares on the basis of historical book values which have
no current relation to the fair value of identifiable assets or goodwill.
Until relatively recent times, however, little attention seems to have
been paid to the impact of these statutory requirements. 77 The rea-
sons can only be surmised. Thus, if the combination was effected by
the exchange of treasury shares for the assets or stock acquired, the
statutory provisions governing the amount of consideration required
for the original issue of shares would not be applicable, so that a
nominal dollar figure would suffice. Further, even if a combination
was initially recorded as a purchase, some of its undesirable con-
sequences from management's viewpoint could be avoided, until
recently, by not amortizing goodwill or by writing off goodwill im-
mediately after acquisition against retained earnings or, in some in-
stances, against paid-in surplus.78
By contrast, statutory concern with the computation of retained
earnings in business combinations has been evident for thirty years
or more. The major corporation laws which contain provisions about
75. See generally Hackney, supra note 16, at 690-95.
76. See ABA-ALI MODEL Bus. CoRnP. AcT § 18 (1974).
77. See Hackney, supra note 16, at 690-95.
78. These devices are no longer available. See note 38 & accompanying text supra.
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retained earnings or earned surplus have been amended to permit,
to a lesser or greater degree, the inclusion of the retained earnings of
constituent companies in the accounts of the surviving corporation. 9
It should be noted, however, that the legalization of the carry-
over of retained earnings in these statutes did not by implication
authorize the pooling approach to the measurement of assets obtained
in a business combination. Although accountants tend to regard the
two sides of the pooling method as interdependent, the law seems
to deal with them as separate concepts. Thus, Professor Wyatt, writ-
ing in 1963, expressed the accountant's view that the Illinois statutory
requirement that directors determine the fair value of the considera-
tion for original-issue shares automatically prevented the use of the
pooling concept in its "earned surplus" aspect.8 0 But, when the
Illinois statute was amended in 1967 to authorize pooling, one section
of the amendment provided for the carry-over of the retained earnings
of constituent companies in a business combination,8' and another
section expressly permitted the valuation of the consideration for
shares at less than fair value, although with certain limitations that
are not found in the accountants' pooling concept.
-8 2
79. "Many state statutes, although silent or, at best, ambiguous on the subject of
asset valuation in combinations, had long contained provisions to the effect that, in stat-
utory mergers and consolidations, the 'net assets available for dividends' prior to merger
continued to be available after merger." Hackney, supra note 16, at 691 (footnote
omitted). As to the current Model Act, see ABA-ALI MODEL Bus. CORP. AcT § 2(1)
(1974) (defining "earned surplus"). In New York, see N. Y. Bus. CORP. LAW § 517
(a) (1) (B) (vcKinney 1963), which apparently is not applicable to stock acquisitions.
Prior law in California had provided for earned surplus carry-over in mergers and con-
solidations since 1942, in asset purchases since 1963. Former CAL. CORP. CODE §§
4117, 3905 (West Supp. 1977) (repealed 1977).
80. Professor Wyatt observed, "[Tihe matter of surplus availability for dividends
is, however, a legal question. In a number of states (e.g., Illinois, Ohio, California)
certain legal requirements must be met before the earned surplus of the nonsurviving
company in a merger can be carried forward to the surviving company. For example,
in Illinois if the assets or capital stock of another corporation are acquired for original-
issue stock, the law requires that the board of directors of the surviving company make
a determination of the fair value of the assets or stock received as consideration for
the stock issued. Thus, when original-issue stock is used in Illinois, the pooling con-
cept, at least from the earned surplus aspect, cannot be followed. If previously issued
and reacquired stock (treasury stock) is used to effect the combination, there is no
legal requirement, however, that the assets or stock be valued at fair value." WYATT,
supra note 15, at 65.
81. ILL. ANN. STAT. ch. 32, § 157.2-12 (Smith-Hurd Supp. 1977).
82. Id. § 157.19. The full text of the amendment is set forth in Gormley, The
Pooling of Interests Principle of Accounting - A Lawyer's View, 23 Bus. LAW. 407,
417 n.33 (1968).
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The predominant lawyers' view would seem to be most clearly
stated by William P. Hackney, whose writings on the relation of law
and accounting have always commanded the greatest respect. Com-
menting on the 1969 New Jersey Business Corporation Act, which like
the Illinois statute basically conforms to the Model Act, Mr. Hackney
concluded that, even though the statute permitted the carry-over of
retained earnings of acquired companies, it did not thereby auto-
matically authorize the valuation of assets acquired in a business
combination at any figure other than fair value. He said: "[]f the
law intends to adopt the pooling principle that initial asset valuation
need not be at current value, then it would appear that such a revo-
lutionary concept should be expressly stated or clearly implied."83
Consideration for Shares in California
It has already been stated that, in the opinion of the writers
of this Article, the pooling method of accounting for business com-
binations may not be used in California insofar as it relates to the
treatment of assets or stock acquired in exchange for shares, notwith-
standing the provisions of section 114 which favor "generally accepted
accounting principles" in construing the statute. The reason is that
the requirement of section 409(e) for determination by the directors
of the fair value to the corporation, in money terms, of the considera-
tion for the shares issued, may not be satisfied by the use of historical
book values except in the most fortuitous of cases. 84  It may be added
at this point that it is no longer possible in California (if it ever was)
to circumvent the requirements of section 409(e) by the use of treas-
ury shares, because all reacquired shares are restored, pursuant to
section 510, to the status of authorized but unissued shares. It is
appropriate, therefore, to consider the reasons why section 409(e) is
deemed to control the subject, as well as the problems that would
ensue from undervaluation of assets generally and the potential diffi-
culties for directors who might not comply with the requirements of
section 409(e).
Primacy of Section 409(e)
Except as might be implied from the reference to generally ac-
cepted accounting principles in section 114, there is nothing in the
new California Corporations Code to suggest that the consideration
83. Hackney, supra note 16, at 695.
84. See text following note 93 infra.
for shares issued in a business combination is to be treated differently
from the issue of shares for cash or property in other circumstances.
Although the matter is not wholly free from doubt, it will be assumed
that the pooling method of accounting for business combinations is
a generally accepted accounting principle. 85 Therefore, the question
is whether section 409(e) takes precedence over section 114 of the
code.
The answer to this question seems clear beyond doubt. By its
own terms, section 114 makes its provisions "subject to any specific
accounting treatment required by a particular section" of the statute,
and there is no satisfactory explanation for section 409(e) except as
an expression of legislative intent to prescribe a specific accounting
treatment for the consideration received by the corporation in the
issue of its shares.
86
On this point, the views of the most prestigious commentators
on California corporation law are in accord. Thus, Ballantine and
Sterling state: "This determination of value by the directors is to
be entered in the minutes and on the books of account of the cor-
poration .... 87 And Marsh explains, on the same subject: "Since
it is necessary in connection with the issuance of all shares to record
a monetary figure on the asset side of the balance sheet . . . it is
necessary that the property or services be valued by the corporation
in order to enter the transaction in the books of account. This pro-
vision imposes that duty on the board."s8
85. The doubt arises in part out of the split in the accounting profession about
the propriety of pooling and in part out of the constant changes in the body of gener-
ally accepted accounting principles. For the purposes of this Article, it is assumed
that a particular accounting procedure becomes "generally accepted" when it is adopted
and remains so only as long as it continues to be approved, either as permissive or as
mandatory, by the appropriate authorities of the accounting profession (the Financial
Accounting Standards Board at the present time).
86. Because all stock under the new California code involves no-par shares, it may
be appropriate to recall one of the classic casebook decisions on the issue of whether
a "swap" of a going business (without specifying the money equivalent) for no-par
shares satisfied the terms of the transaction. The court answered in the affirmative;
there was no statutory requirement that the consideration be expressed in money, and
the money equivalent mentioned on the corporate records was deemed not a part of
the agreement assented to by the shareholder. See C. Loewus & Co. v. Highland Queen
Packing Co., 125 N.J. Eq. 534, 6 A.2d 545 (Ch. 1939).
87. BALLANTINE & STERLING, CALIFORNIA CORPORATION LAWS 157 (1949) [here-
inafter cited as BALLANTINE I]. The comment refers to former CAL. CORP. CODE §
1112 (West 1977) (repealed 1977), the predecessor to CAL. CORP. CODE § 409(e)
(West 1977).
88. MUASH, supra note 4, § 5.32 at 263.
THE HASTINGS LAW JOURNAL [Vol. 29
May 1978] ACCOUNTING FOR BUSINESS COMBINATIONS 871
The California cases would seem to indicate that this duty cannot
be performed by accepting artificial figures on the books of another
corporation. It has been stated that "under our economic system, the
value of any item of property on any given date, in monetary terms,
is what it can be sold for in a free and fair market."8 9  There is also
authority for the view that "fair value to the corporation" is not the
same thing as "true value," "cash value," or "market value," and for
the view that directors have a wide latitude of discretion or estimate.9 0
However, the valuation of the consideration requires good faith and
diligence on the part of the directors. As Ballantine and Sterling
observe with reference to a similar provision in prior law:
There should be, if possible, an appraisal by disinterested
experts, and the vote should not depend upon any person who
is to receive the shares. It should be clearly stated in the resolu-
tion determining the valuation of the consideration, how it has
been arrived at and that it is a genuine one, giving a more or less
detailed description of the consideration.,"
And, although these authorities were concerned primarily with the
problem of overvaluation of the consideration and the consequent
watering of the stock, the explicit language of the section would not
allow a distinction to be made between overvaluation and undervalua-
tion of the consideration for the issue of the shares.
9 2
Furthermore, a reasonable construction of section 409(e) would
require that the "fair value" of the consideration to the corporation be
determined as of the date of the issuance of its shares, and not as of
the earlier date of acquisition by a constituent or subsidiary corpora-
tion, after the amount is duly adjusted for depreciation or amortization.
89. Gallois v. West End Chemical Co., 185 Cal. App. 2d 765, 774, 8 Cal. Rptr.
596, 602 (1960).
90. BALLANTINE I, supra note 87, at 159, citing R.H. Herron Co. v. Shaw, 165 Cal.
668, 133 P. 488 (1913).
91. BALLANTINE I, supra note 87, at 157-58.
92. The Illinois statute, prior to 1967, required directors to value the consideration
of shares "and to report to the secretary of state 'the value of the entire consideration
received for . . .the issuance of such shares' as additional stated capital and paid-in
surplus." Gormley, The Pooling of Interests Principle of Accounting - A Lawyers
View, 23 Bus. LAW. 407, 412 (1968). Apparently many counsel considered that the
objective of this statute was satisfied by reporting the consideration in business com-
binations at net book values, rather than the greater amount of current fair value, on
the ground that the statute did not expressly prohibit valuation at less than current
value. Id. at n.16. It does not seem possible to accept this view in construing CAL.
Cor'. CoDE § 409(e) (West 1977).
Therefore, the fact that the book value of the assets or stock acquired
have been computed on the basis of generally accepted accounting
principles would not satisfy the statutory requirement. As Mr.
Hackney stated, "[Vjirtually all accounting valuation principles lead
back to book values having no certain or rational relationship to
current worth-values ....- 93
It follows from the foregoing discussion that the pooling method
of accounting for the assets or stock acquired in a business combina-
tion, on the books or statements of the surviving or parent company,
would be appropriate in California only in the unlikely event that the
book value of the properties on the books of the disappearing or sub-
sidiary corporation happened to coincide (at least in a rough way)
with their curent "fair value."
The Problem of Undervaluation
There is a further reason, outside section 409(e), for rejecting the
pooling method if it involves, as it usually does, undervaluation of the
assets or stock received as consideration for shares. It seems to be
settled law in California that, even in the absence of preemptive rights,
the shareholders of a corporation are entitled to be protected against
dilution of their interest resulting from the issue of new shares for
inadequate consideration. 4  In addition, section 1500 of the new
California Corporations Code requires each corporation to keep "ade-
quate and correct books and records of account." In the circum-
stances, undervaluation of the consideration for shares would obviously
place the directors on the horns of a dilemma: If the book values
of the assets acquired are deemed to be the true monetary considera-
tion, the shares are being issued for less than the corporation is entitled
to require. If the true consideration is deemed to be the fair value
of the assets acquired, the lower values entered on the books are
fictitious, and the books are not correctly kept.
In addition, there is a less obvious reason for regarding under-
valuation of the consideration received for shares as a matter of
93. Hackney, Accounting Principles in Corporation Law, 30 LAW & CONTEMP.
PROB. 791, 819 (1965).
94. See Shaw v. Empire Savings & Loan Ass'n, 186 Cal. App. 2d 401, 9 Cal. Rptr.
204 (1960). A procedural aspect of this case, the holding that the action to vindicate
this right is derivative, was disapproved in Jones v. H.F. Ahmanson & Co., 1 Cal. 3d
93, 107, 460 P.2d 464, 470-71, 81 Cal. Rptr. 592, 598-99 (1969).
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serious concern, just as overvaluation would be. As Mr. Hackney
expressed it:
The purpose of requiring full value to be received for stock
is to avoid watering the stock, but the effect of allowing assets
to be entered on the books at less than full value is, through de-
preciation and amortization based on such lowered values, to
allow the stock to become "watered" over the life of the assets.
Both existing shareholders and purchasers of the newly issued
stock may have grounds for complaint. Existing shareholders
have a right to expect that additional shares will not be sold to
others for less than their current fair value [and] to demand that
exhaustion charges used in the determination of future income
be sufficient (a) to maintain the cushion represented as originally
obtained, and (b) to prevent a return of capital from being re-
ported as income available for distribution as dividends. Like-
wise, new shareholders . ..may have a right to expect that the
actual value of their contribution will be maintained before in-
come is reported and dividends are paid therefrom."
Liabilities of Directors
Finally, there is a change in the new law that, perhaps inad-
vertently, may place a heavier burden of responsibility upon directors
for undervaluation, as compared with overvaluation, of assets or stock
acquired as consideration for the issue of shares. Section 1112 of
prior law - the ancestor of present section 409(e) - like parallel
provisions in other states, contained a second sentence to the effect
that "the judgment of the directors as to the value of non-monetary
consideration of shares is conclusive in the absence of fraud." The
new law transfers this safe harbor clause to an earlier paragraph,
section 409(b), with the consequence that its provisions apply solely
to protect directors against potential liability for partly paid shares,
that is in the event that the property or services obtained are not
sufficient to meet the agreed issue price.
There is evidence that the shift in location of this provision does
not and was not intended to change the substantive law. Section
1112 of prior law, with its safe harbor clause, was intended to protect
directors, acting in good faith, against liability in connection with the
issue of watered shares even if the overvaluation of property or services
was a result of their negligence.96 With the elimination of the par
95. Hackney, supra note 16, at 710.
96. This clause was enacted in 1933 to eliminate "liability of directors for over-
valuation on the ground of mere negligence or failure to make a reasonable investigation
in determining the fair value to the corporation of the consideration for shares." BAL-
LINrnE 1, supra note 87, at 157.
value concept of legal capital, which under prior law had established
quantitative minimums for the consideration to be received by the
corporation for all shares of a particular class, the required consider-
ation under the new statute became solely a matter of contract in
each specific transaction involving the issue of shares. In the circum-
stances, it seemed logical to the draftsman to transfer the safe harbor
provision to the earlier paragraph dealing with partly paid sharesY
Nevertheless, the result of the change would be to reinforce the view
that the directors may not, with impunity, negligently or wilfully fail
to comply with the obligation imposed upon them by section 409(e).
In this connection, it is appropriate to consider also the pro-
visions of section 309 of the new California Corporations Code. This
section requires a director to perform his duties in good faith and
"with such care, including reasonable inquiry, as an ordinarily prudent
person in a like position would use under similar circumstances" but
also provides that a director "shall be entitled to rely on information,
opinions, reports or statements, including financial statements and
other financial data, in each case prepared or presented by . . .
counsel, independent accountants or other persons as to matters whicli
the director believes to be within such person's professional or expert
competence .... "
This Article does not presume to forecast what a court might do
with a claim against the directors based on undervaluation of assets
resulting from the use of the pooling method of accounting for business
combinations. In most cases, if the determination was made on advice
of counsel or independent accountants, it is possible that it would be
held consistent with "good faith" and due care, "including reasonable
inquiry." But conceivably there might be circumstances that could
lead to the opposite conclusion. Furthermore, apart from section 309,
the facts may raise a reasonable question whether counsel or inde-
pendent accountants might be considered negligent in advising man-
agement on this subject. Special facts in a case might also raise the
possibility of injunctive relief for failure to comply with section 409(e),
and still other facts might justify action under the federal securities
laws.
The latter possibility develops out of the consequences of un-
dervaluation of the consideration received for shares, as previously
discussed, which produces difficulties at different levels of financial
97. See MARSH, supra note 4, § 5.32.
THE HASTINGS LAW JOURNAL [Vol. 29
May 19781 ACCOUNTING FOR BUSINESS COMBINATIONS 875
sophistication. As noted earlier,98 undervaluation would tend to
create "secret reserves" on the balance sheet, to the potential detri-
ment of investors "not in the know." Undervaluation also tends to
distort the accountability of management for the assets entrusted to
their care. And, more decisively, undervaluation of assets resulting
from inadequate depreciation and amortization charges will lead to
deceptive income figures in the future on which both creditors and
investors today are likely to rely.
Retained Earnings in California
In contrast with the situation in the treatment of property values,
there seems to be no clear statutory barrier to the use of the pooling
method of accounting for business combinations in California with
respect to the stockholders' equity. The new California Corporations
Code, in section 500, authorizes dividends and other distributions to
shareholders "out of" retained earnings and, in section 507, requires
that notice be given as to the source of any distribution other than
from retained earnings. The various provisions of prior law concern-
ing the nature and use of "earned surplus,"09 placing limitations on the
use of stated capital and paid-in surplus, 100 and permitting the carry-
over of the earned surplus of constituent companies in mergers' 01
and sales of assets' 0 2 have all been eliminated. Nevertheless, the
statutory permission for the computation of retained earnings by the
pooling method in business combinations, in the opinion of the writers
of this Article, has not been adversely affected; rather, it has been
expanded.
By virtue of section 114, the term "retained earnings" must be
construed in accordance with generally accepted accounting prin-
ciples, both in the books of account and in consolidated statements
when applicable, because there is no other section in the statute re-
quiring a different accounting treatment. Accordingly, as long as
pooling in this respect is accepted by the accounting profession as a
proper method of accounting for business combinations, there would
seem to be no legal impediment to the carry-over of the earnings of
98. See note 58 & accompanying text supra.
99. Former CAL. CORP. CODE §§ 1500-07, 1707, 1709, 1711, 1714, 1903 (West
1955 & Supp. 1977) (repealed 1977).
100. Id. §§ 1500, 1504, 1506, 1709, 1714, 1901, 1906-11.
101. Id. § 4117.
102. Id. § 3905.
constituent companies into the books or statements of the surviving
or parent company. Compared with prior law, expanded use of pool-
ing in this respect would result from the provisions of APB Opinion
No. 16, which (1) applies to exchanges of shares not covered by prior
law and (2) requires (rather than permits) use of the pooling method
of accounting for business combinations when its conditions are met.1I "
Nevertheless, there are at least two latent legal problems that
arise from this aspect of the pooling method. The first could develop
under present accounting theory if the main thesis of this Article -
that pooling is not permissible in accounting for the assets or stock
received in exchange for shares issued in a business combination -
should prove persuasive to accountants. In that event, the problem
would arise out of the accountants' notion that the two sides of the
pooling concept (asset valuation and computation of retained earn-
ings) are two sides of the same coin and cannot be separated, because
they are both based on the theory that the transaction does not give
rise to a new basis of accounting.1 04  On this line of reasoning, if the
pooling approach is not available in California for asset valuations, it
would not be available for the computation of retained earnings in
business combinations. This result would seem to bring about an
unnecessary complication, since the history of the law in this state
and elsewhere has been, as noted above, that the two aspects of pool-
ing are legally separable. 105
It is also possible that a second, indirect legal problem may arise
in terms of the policy underlying sections 500 and 507 of the new law,
inasmuch as the pooling method of accounting for assets - by per-
mitting depreciation and amortization to be computed on the book
values of the constituent corporation - will overstate the annual earn-
ings and retained earnings of the surviving or parent company after
103. APB 16, supra note 5, fl 5, 43.
104. Id. ir 8.
105. From a technical viewpoint, a separation of the asset and equity sides of pool-
ing is entirely feasible, if the realities of the matter are not obscured by rigid con-
ceptualism. Use of fair values in excess of book values for assets will result in a higher
equity than would normally be the case in pooling. The problem therefore would be
a matter of proper labeling for the components of the equity - capital, including paid-
in surplus or equivalent, retained earnings of constituent companies at the date of
acquisition, and retained earnings after acquisition. Except for the disclosure require-
ment under § 507, the ultimate solution would not be of major concern under the ne%%
California Corporations Code insofar as dividends are concerned, in view of the alter-
native sources available under § 500(b).
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the date of the combination. The problem of proper compliance with
the terms of section 507 would be similar to the one discussed earlier
in connection with adequate disclosure under the federal securities
laws. However, it is beyond the scope of this Article to explore the
outer ramifications of the basic thesis here propounded.
The Argument Against Amendment
If the main thesis of this Article proves persuasive, 10 6 it is rea-
sonable to inquire whether the new California Corporations Code
should be amended to permit the pooling method of accounting for
business combinations to be used to the full extent now provided in
APB Opinion No. 16. Amendment could be accomplished, directly
or indirectly, in a variety of ways; for example, (1) by returning to
section 409(e) the safe harbor clause, now in section 409(b), which
makes the directors' judgment conclusive, in the absence of fraud, as
to the value of the consideration received for shares in all cases, so
that undervaluation as well as overvaluation would be covered; or
(2) by adding a new sentence to section 409(e) which would author-
ize directors, as an exception to the general rule, to accept the book
values of acquired assets or stock as the measure of consideration for
shares issued in a business combination if so permitted or required
under generally accepted accounting principles; or (3) by combining
both of the preceding possibilities; or (4) by repealing section 409(e)
altogether, so that there would be no statutory requirement for direc-
tors to determine the fair value of the consideration received for shares,
irrespective of whether or not a business combination was involved.
The conclusion of the authors of this Article is that all of these
alternatives should be rejected by the legislature at this time.
The least defensible of the possibilities outlined above is the last.
Repeal of section 409(e), particularly if done in a "clean up bill,"
would tend to conceal the fact that the real objective is to enact into
law the pooling method of accounting as part of generally accepted
accounting principles. In addition, repeal of section 409(e) would
eliminate a provision of the California corporation laws that has been
in effect at least since 1933 and that has generally been considered to
be desirable.10 It is doubtful that repeal would change this part of
106. The reported action of the Committee on Corporations of the State Bar of
California would indicate that the main point has been persuasive. See note 17 supra.
107. See text accompanying notes 11-12 supra.
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the substantive law to a significant degree, in view of the requirements
elsewhere that the directors perform their duties in good faith and
with due diligence.108 However, section 409(e) has served a useful
function in the past by pinpointing a procedure to be followed by
directors in connection with their duties of accounting for the assets
entrusted to their care. Therefore, there is a valid policy question
as to whether the balance of convenience favors repeal of section
409(e), even if it is assumed that it is desirable to amend the statute
to permit full use of pooling.
The first alternative - transferring the safe harbor provision of
section 409(b) back to section 409(e) - would also have the inci-
dental effect of changing the substantive law of California as it has
existed since 1933. As noted earlier,10 9 the location of the safe harbor
clause in section 409(b) of the new code is historically correct, in
that its original intent was to protect directors against liability (often
based on hindsight many years after the event) for nonfraudulent
overvaluation of property received in exchange for shares issues. The
problems of undervaluation of assets under the pooling method, as
discussed above, 110 are of relatively recent vintage, and it is doubtful
that the abuses resulting from the use of the method can realistically
be classified as common law fraud. Therefore, transfer of the safe
harbor clause back to section 409(e) would also by indirection enact
into law the full use of the pooling method without disclosing what
was being done.
The second alternative - making a specific provision for pooling
in section 409(e) - would seem to be consistent with the approach
of prior law in California with respect to the availability of the pooling
method insofar as it relates to the accounting treatment of the equity
in the books or statements of the surviving or parent company.",
This alternative would have the virtue of dealing with the pooling
issue openly rather than by indirection. The latter would also be
true of the third alternative, which combines the first two. However,
108. CAL. CORP. CODE § 309 (West 1977). It seems obvious that someone has to
make a determination of the value of the consideration received for shares, if only to
permit an entry to be made on the books of account. See the opinions of Ballantine
& Sterling, in the text accompanying note 87 supra, and Marsh, in text accompanying
note 88 supra. It is difficult to see how directors could perform their duties in this
area by abdicating their responsibilities in favor of accountants.
109. See text accompanying notes 95-96 supra.
110. See text accompanying notes 94-95 supra.
111. See notes 101-02 & accompanying text supra.
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all four of these alternatives can find justification only if the legislature
affirmatively determines that, on balance, it is desirable for California
to enact into law at this time the pooling method of accounting in
the valuation of assets or stock received for the issue of shares in
certain business combinations.
The argument against amendment of the present code in this
respect is based on three principal points: (1) that an accounting
procedure should not be enacted into law, without critical review,
solely because it bears the approval of the Financial Accounting Stand-
ards Board, when it deals with a subject that has given rise to major
problems in the past and on which the accounting profession has been
and is currently sharply divided; (2) that there are cogent reasons
for lawyers to reject the rationale of APB Opinion No. 16, on its
merits, insofar as it relates to the pooling method of accounting for
business combinations; and (3) that the Financial Accounting Stand-
ards Board may reasonably be expected to issue a revised pronounce-
ment on this subject in the near future, which may resolve the present
objections to APB Opinion No. 16. Although the last point, in the
opinion of the authors of this Article should be decisive against pre-
cipitous action on the part of the legislature, it may be well to review
all three seriatim.
The Need for Critical Judgment
Nothing in this Article is intended to cast any doubt on the general
wisdom of the basic policy now embodied in section 114 of the Cali-
fornia Corporations Code.' -12  In broad terms, it is in the tradition of
our legal system to seek the aid of experts in the solution of difficult
administrative, legislative, or judicial problems, for example, in giving
rulemaking power to administrative agencies, in appointing referees
or special masters to aid the judicial process, or in accepting private
judicial determinations by way of arbitration. But in all these cases
the law imposes certain limitations: the rules of administrative agen-
cies must keep within the framework of the statute, the decisions of
112. The senior author of this Article has long advocated greater reliance on tradi-
tional accounting concepts in the corporation law. See de Capriles, Modern Financial
Accounting, 37 N.Y.U.L. REv. 1001 (1962) (pt. 1), and 38 N.Y.U.L. REv. 1 (1963)
(pt. 2). The junior author is a California Certified Public Accountant. Neither au-
thor is an advocate of fair value accounting as a substitute for cost-based accounting,
but both believe that business combinations should as a rule give rise to a new basis
of accounting.
the referee or master must be confirmed by the court, and the judg-
ment of the arbitrator must be supported by the evidence. The "blank
check" is and should be avoided.
Accounting authorities have recognized from the beginning that
generally accepted accounting principles may change from time to
time.1 3 As far as anyone can tell, the Financial Accounting Stand-
ards Board makes no claim of infallibility. It would therefore be
appropriate and desirable for the legislature to avoid a slavish ac-
ceptance of a particular accounting principle which has elicited sub-
stantial adverse criticism from the accounting profession and has been
demonstrated to produce undesirable legal consequences in the past.
These considerations lead to the conclusion that it would be in the
public interest to defer any amendment of the California Corporations
Code, by way of any of the alternatives discussed above, until the
legislature has had the opportunity to undertake a critical review of
the benefits and disadvantages of such an amendment.
The Merits of APB Opinion No. 16
At the outset of this discussion it should be emphasized that the
conceptual problems of business combinations, from both the account-
ing and the legal viewpoints, are unusually complex and border on
the metaphysical. This Article does not pretend to provide guidelines
to the solution of these problems. Neither is it intended at this point
to duplicate the detailed critiques of APB Opinion No. 16 which have
appeared elsewhere." 4  Instead, an attempt will be made to identify
the basic difficulties that lawyers and legislators may find in evaluating
APB Opinion No. 16.
One source of difficulty is a traditional difference between ac-
counting and judicial opinions. Accounting pronouncements usually
report, carefully and objectively, the two or more sides to a contro-
versy, as is sometimes done with the arguments of counsel in the
official reports of cases. But the accounting opinions omit what law-
yers generally consider an essential part of the solution of any impor-
tant controversy - the reasons why a particular decision has been
reached. Thus, in APB Opinion No. 16, the Board "finds merit" in
both the purchase and the pooling methods 15 but does not explain
113. ACCOUNTING PRINCIPLES BOARD, AICPA, ACCOUNTING RESEARCH AND TERMI-
NOLOGY BULLETINS 7, 2 (1961) (Accounting Research Bulletins).
114. See, e.g., Critque of APB 16, supra note 18.
115. APB 16, supra note 5, ff 42.
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the considerations that led to the formulation of the twelve criteria
which make pooling compulsory in a given fact situation. Account-
ants who happen to be familiar with the process of decision in these
matters may of course know the answer; for the rest of the public
(including lawyers) it is apparently deemed sufficient that the oracle
has spoken.
This lack of explanation is not troublesome in connection with
the rules governing the use of the purchase method of accounting for
business combinations, because these rules are consistent with those
applicable to the acquisition of individual assets in exchange for shares
or to nonmonetary exchanges in genera.116 But the theoretical basis
for the pooling method is not adequate, because it seems to be dictated
by the desired consequences of the method rather than the facts of
a transaction.
APB Opinion No. 16 seems to assume that there are two basically
different types of business combinations and that, if one looks to sub-
stance rather than form, the type where pooling is appropriate and
does not give rise to "a new basis of accountability" 117 can be readily
identified. A lawyer might agree that this conclusion would be de-
fensible in a limited number of instances of formal legal changes that
might not be economically significant. This conclusion would be true,
for example, upon incorporation of an ongoing enterprise previously
conducted as an individual proprietorship or a partnership or upon
the combination of two or more wholly owned subsidiaries which are
in reality departments of a single business. But the extension of the
concept to embrace combinations of previously independent enter-
prises (one of the twelve essential criteria for pooling treatment under
APB No. 16) is of an entirely different order." 8  To a lawyer, the
formation of a partnership or the solemnization of a marriage involves
a material change in the legal and economic status of the parties; the
combination of two or more independent corporations, by merger or
otherwise, is a matter which the corporation laws of all the states
regard as involving fundamental changes of substance, which usually
require special formalities and approvals."19
116. Accounting Principles Board Opinion No. 29, 2 APB AccT. PFiN. (CCH) f 4
at 6801 (1973).
117. APB 16, supra note 5, II 8.
118. An exception might conceivably be the case of a conglomerate acquisition in
which the acquired company is retained as an autonomous division for an indefinite
period of time. However, the official criteria for pooling do not require such continuity
of management or operation.
119. See, e.g., CAL. CoRP. CoDE §§ 1001, 1101-11, 1200-01, 1300-12 (West 1977).
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The past history of criteria for identifying the factual situations
that require the pooling method of accounting does not inspire con-
fidence. As previously noted, 120 one of the original arguments for
departing from the purchase method in some instances was that one
could not tell which of two companies acquired the other when they
were both of approximately the same size. But the size criterion was
abandoned, apparently under pressure from clients, when APB Opinion
No. 16 was officially promulgated. 121  In contrast, the corporation laws
of both Delaware and California have evolved practical solutions,
based on the rules of the New York Stock Exchange, for the problems
of relative size and control in prescribing the formalities applicable to
business combinations effected through the issue of shares.
122
There may be some validity to the notion that a combination that
maintains a certain continuity of ownership and management should
be treated differently from a combination that does not. This notion
seems to be the theory of our federal tax-free reorganizations. 123  But
the experience of half a century or more with various devices for
avoiding or deferring taxes through accounting techniques would seem
to underscore the conclusion that these techniques do not automatic-
ally produce desirable results from the viewpoint of accurate and
useful financial accounting. 124  Further, neither the tax laws nor APB
Opinion No. 16 provide any guidelines for testing the continuity of
management (or control) that would justify the conclusion that "a
120. See note 44 & accompanying text supra.
121. See note 32 & accompanying text supra.
122. See DEL. CODE tit. 8, § 251(f) (Supp. 1977); CAL. CORP. CODE § 1201(b)
(West 1977). "The New York Stock Exchange Company Manual, § A-284, requires
a listed company to obtain shareholder approval when the amount of stock to be issued
in an acquisition will increase the number of outstanding shares by 'approximately
20%' or more, or where the transaction will result in a change in the control of the
company. The Exchange interprets 'approximately 20%' to mean 18.5% or more, but
it has required shareholder approval of a proposed 18.4% increase." A. FREY, J.
CHOPER, N. LEECH, & C. R. MORRIS, CASES AND IATERIALS ON CORPORATIONS 1290-91
n.104 (2d ed. 1977). The ABA Committee on Corporate Laws has recommended a
similar amendment to § 73 of the Model Business Corporation Act. See Conard,
Changes in the Model Business Corporation Act Affecting Dissenters' Rights - A Report
of the Committee on Corporate Laws, 32 Bus. LAW. 1855 (1977).
123. See notes 6, 37 & accompanying text supra.
124. The American Institute of Certified Public Accountants, through its Accounting
Principles Board, promulgated two opinions to deal with the problem of accounting
for the difference between net income for financial accounting purposes and taxable
income, for the same reporting period. See Accounting Principles Board Opinion No
11, 2 APB ACCT. PRIN. (CCH) 6579 (1967); Accounting Principles Board Opinion
No. 23, 2 APB ACCT. PRIN. (CCH) 6713 (1972).
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new basis of accounting" is not appropriate in a particular business
combination.
In the circumstances, a lawyer may reasonably come to the con-
clusion that, if there are indeed two basically different types of busi-
ness combinations, one requiring pooling and the other purchase
treatment, a better formulation of the criteria than is found in APB
Opinion No. 16 would be desirable. Alternately, a lawyer might come
to the perhaps more rational conclusion, as some eminent witers have
done, 125 that there is no such difference.
The weakness of APB Opinion No. 16 in this respect is apparent
from its pontifical pronouncement that pooling is compulsory if the
transaction meets all twelve of the criteria therein set forth, just as
purchase is compulsory in other cases. 12 6  This effort to bolster the
basic premise for making the distinction between the two methods
of accounting is not persuasive. The real situation is that clients will
normally want the transaction to be accounted for by the pooling
method, either because it is convenient to take the figures from the
books rather than to appraise the individual assets acquired or because
the management of the surviving or parent company would like to
retain the propaganda value of higher earnings after acquisition which
result from lower charges for depreciation and amortization of the
assets acquired. In this situation, the basic question facing both the
management and the accountant is whether the transaction can be
so structured as to meet the criteria for pooling in APB Opinion No.
16. If it cannot, there is no choice; the purchase method must be
used. But if it can be so structured, the accountant and his client
still have the option of deciding whether or not to do it. There is
no real compulsion to pool if the management does not want to pay
the price; noncompliance with any one of the twelve criteria on the
list (e.g., by injection of consideration other than common stock in
excess of the permitted percentage) is enough to throw the transac-
tion into the purchase category. The dogmatic assertion that pooling
is compulsory does not make it so.
Reconsideration in Progress
The final and, in the opinion of the authors of this Article, the
decisive argument against amendment of the code at this time to
125. See, e.g., Kripke, Is Fair Value Accounting the Solution?, 26 Bus. LAv 289,
291 (1970).
126. APB 16, supra note 5, ff[ 42-44.
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permit pooling in all the aspects provided for in APB Opinion No.
16 is that the Financial Accounting Standards Board is likely to issue
a new opinion on this subject in the near future. Although the Board
does not move rapidly in these matters, it is appropriate to recall that
the Securities and Exchange Commission, in its Accounting Series
Release No. 146A, dated April 11, 1974, observed: "Several com-
mentators were critical of the arbitrariness of some of the criteria set
out in APB Opinion No. 16. The Commission notes that the subject
of business combinations accounting is now on the agenda of the
Financial Accounting Standards Board, and it does not intend by
adopting this release to prejudge the issues now being considered by
the Board." 
12 7
In October 1975, the Financial Accounting Standards Board in-
dicated that it had "on its technical agenda a project entitled 'Account-
ing for Business Combinations and Purchased Intangibles,' which
involves a reconsideration of APB Opinion No. 16."12'  Also. in August
1976, the Board circulated a discussion memorandum, similarly en-
titled, which provides an extensive overview of the problems of pooling
and other aspects of accounting for business combinations. 12 '  The
discussion memorandum on its inside front cover sets forth three dates
in April 1977, for the various steps to be taken by persons wishing to
present statements at the initial date of public hearings scheduled
to be held in New York beginning May 17, 1977.
Conclusion
The foregoing considerations should lead to the conclusion that
it would be undesirable for California to amend its new Corporations
Code at this time for the direct or indirect purpose of enacting into
law the pooling method of accounting for business combinations inso-
127. SEC Accounting Series Release No. 146A (April 11, 1974), FED. SEC. L. REP.
(CCH) if 3148, at 3254. SEC Accounting Series Release (ASR) No. 146A was a state-
ment of policy and interpretation of ASR No. 146, concerning the effect of treasur
stock transactions on accounting for business combinations. See SEC Accounting Series
Release No. 146 (August 24, 1973), id. at i, 3147.
128. FINANCIAL ACCOUNTING STANDARDS BOARD, STATEMENT OF FINANCIAL Ac-
COUNTING STANDARDS No. 10, EXTENSION OF "GRANDFATHER" PROVISIONS FOR BUSINESS
COM'IBINATIONS if 3 (October 1975). This same interpretation reported that the grand-
father provisions in APB 16 would be eliminated as of November 1, 1975. Id. rlf 7-8.
129. FINANCIAL ACCOUNTING STANDARDS BOARD, FASB DISCUSSION MEMIORANDUI-
AN ANALYSIS OF ISSUES RELATED TO ACCOUNTING FOR BUSINESS COIBINATIONS AND
PURCHASED INTANGIDLES (Aug. 19, 1976).
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far as it relates to the valuation of the consideration received for the
issue of shares. The legislature would be well advised to keep in
mind: (1) that this method in the past has been an instrument of
serious abuse, contrary to the public interest; (2) that the present
APB Opinion No. 16, although it has restricted the use of the pooling
method, has not eliminated its basic weaknesses; and (3) that the
Financial Accounting Standards Board, the principal authority for
defining "generally accepted accounting principles," is in the process
of reconsidering APB Opinion No. 16 and is likely in the near future
to issue a revision of that opinion which may satisfactorily resolve the
major controversies about the merits of the pooling method which
have been prevalent in the past among accountants, lawyers, and
financial experts.
In this perspective, it would appear that the best interests of the
state would be served by delaying any amendment of the Corporations
Code in this respect until after the expected revision of APB Opinion
No. 16 is available for consideration of its merits. If for any reason
it is deemed undesirable to wait, then it would be best for the legis-
lature to review the policy issues involved in the controversies that
have prevailed in the past about the pooling method and determine
whether it is in the public interest to enact it into law. If the con-
clusion is favorable to pooling, the most appropriate procedure would
be to add a new sentence to section 409(e) making an exception to
the general rules for determining the fair value of the consideration
received for shares issued in a business combination. The most clearly
objectionable procedure would be to repeal section 409(e) altogether,
thereby indirectly enacting into law the pooling provisions of APB
Opinion No. 16, without first exploring the merits of the method or
the consequences of eliminating from the statute a requirement that
has served well for the past forty-five years as a guideline for directors
in determining the value of the consideration received for shares is-
sued in exchange for property, whether or not a business combination
was involved. In the absence of any showing of urgency in the
matter, such precipitous action might be a case of "throwing the baby
out with the bath water."

